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Maneal from the Tax Court of the Unised States 


STATEMENT OF JURISDICTION 
This is an appeal from a decision of the Tax Court of the 
United States affirming Federal income tax decisions asserted 
against Petitioners by the Commissioner of Internal Revenue 
in the below specified amounts for the indicated taxable years 
meoulting entirely from decreases in depreciation deductions on 


certain property; 


Year Demet ency 


1958 SO Oem, 
arold J. Graves and 2061 247.50 
aulah F. Graves 1962 eOiowes 

1963 4 070.59 

1960 1,063.02 
ernon Keith Graves 

1961 Papp sleet gh 
nd Theodora Graves 

1962 661.20 

1963 eel eos 


BP jate jurisdiction and venue ere granted this court by 26 
MeeceA., Sec. 7482(a) and 7482(b)(1). The Tax Court had 
Mrisdiction by virtue of 26 U.S.C.A., Sec. 7442. The case of 
fernon Keith Graves and Theodora Graves. v. Commissioner was 
mersOlidated with Harold J. Graves and Beulah F. Graves v. 
meemissioner in the Tax Court proceedings, and tne cases have 


ikewise been consolidated upon tnis appeal. 


STATEMENT OF THE CASE 


Petitioners Vernon Keith Graves and Theodora Graves 
md Petictioners Harold J. Greves and Beulah F. Graves are all 
residents of Oregon, and hereinafter are collectively referred 


mo aes "Petitioners". 


Differing from the ordinary depreciation case whic 
imarily involves questions of fact, the following points of 
rst impression are here presented: 

Proper application of the "particular business" 

doctrine of Massey Motors vs. United States, 

364 U.S. 92-(1960) to economic useful life of 

buildings held by an investor for monetary 


return through leasing. 


What constitutes evidence that a depreciation 

Geduction was examined for purposes of Revenue 

Procedure 62-21, 1962-2 Cum. Bull 418, Subsection 

be Ocmw Parcel. 
he transcript of the record consists of two volumes. Volume I 
hich includes the stipulation of the parvies and the Tax Court 
Findings of fact and opinion is hereinafter referred to as "R". 
Volume II which contains the report of the proceedings before the 


Tax Court is hereinafter referred to as Ly oe 


Meencitication of Property 

The two buildings in controversy are located on adjoin- 
ing parcels of real property in Chtegeo, lllimeis. ie vercels 
of real property with the buildings thereon are hereinafter 
collectively referred to as the "Chicago Property", and the two 
buildings independent from the real property are hereinafter 
referred to as the "Chicago Buildings". On and after September 1, 


1959, Petitioners owned the following undivided percentage interests 


mr the Chicago Property: 


Harold J. Graves 36.90% 
Beulah F. Graves 36.90% 
Vernon Keith Graves 10.01% 
Theodora J. Graves - 62% 


mnie remaining interests in the Chicago Property are owned by 
Robert Graves (10.81%, Juanita M. Graves (.62%), and Rex Graves 
(3.34%), hereinafter collectively referred to as the "other 


@erers’. (R. 33, Stip. para 4) 


mequisition and Use of Property 


by Petitioners 


Petitioners and the other owners acquired the Chicago 
Property em september 1, 1959 from Sawyers, Inc. in a “stock 
redemption. The Chicago Property was considered to have a 
Bair market value of $592,057.67 on September 1, 1959, the 
Same as Sawyers, Inc. book value. In return for the Chicago 
Property, Petitioners and the other owners surrendered Sawyers, 
nc. capital stock having a value of $592.057.67, plus additional 
mewyers, Inc. stock for cash. (R. 35, Stip. para 7) 

After acquisition on September 1, 1959, Petitioners 
leased the Chicago Property back to Sawyers, Inc. under a written 
lease for a five-year term commencing September 1, 1959 and 
ending August 31, 1964, at a monthly. rental of $3,000. The lease 
contained a renewal option which Sawyers, Inc. exercised, thereby 
extending the lease for the five-year period commencing 
Be cenber 1, 1964 and ending August 31, 1969, at a monthly rental 


Of $3,750. (R. 36, Stip. para 9) Under instrument dated 


’ 


7 
December 28, 1964, for a $15,000 consideration, Petitioners and 


the other owners granted Sawyers, Inc. an option to lease the 
Whicago Property for another term of five years commencing 
etpember 1, 1969 through August 31, 1974 at an annual rental of 
Memoco(R. 36, Stip. para 11). Such option was granted, rather 
than extending the lease, because Sawyers, Inc. did not want to 
eee omne obligated through August 31, 1974 (Tr. 56). At the time 
of the Tax Court hearing on June 30, 1966, Harold Graves had no 


—' or expectation that the option would be exercised. 


mr. 56). 


| 
| 


‘lease it as above related. 


Petitioners did nothing with the Chicago Property except 


Sastory of Property Prior 
GO Acquisition by Petitioners 


Sawyers, Inc., from which Petitioners acquired the 
Chicago Property, was a manufacturer of stereoscopic slides, 
miewers, and other photographic equipment, with home office and 
Manufacturing complex at Progress, Oregon (R. 36, Stip. paramos 
In 1951 Sawyers, Inc. purchased one parcel of the Chicago Property 
(known as 3500 N. Koster Avenue) and constructed the ground floor 
Structure in 1952, adding a second floor during 1954 (R. 34, 
Stip. para 5). The other parcel of the Chicago Property (known 
as 3512 N. Koster Avenue), purchased by Sawyers, Inc. from Bell 
& Howell Corporation on November 28, 1958, included a two story 
Structure constructed in 1952 (R. 34, Stip. para 6). 


Sawyers, Inc. used the Chicago Property as a distribution 


; 
Menter, sales office, and for research and development (R. 35, 


Beip. para 9). 

Sawyers, Inc. employed a useful life of 40 years commenc- 
ing October 1, 1952 for the 3500 N. Koste® ground flocor,.a 
Useful life of 38 years commencing October 1, 1954 for the 
3500 N. Koster second floor and a useful life of 34 years 
commencing January 1, 1959 for 3512 N. Koster (Tr. 64). At the 
meme of the transfer to Petitioners on September 1, 1959, the 
Chicago Buildings had the following remaining useful lives to 
Sawyers, Inc.:: 


Remaining Economic 
Useful Life 


f500' N. Koster, ground floor Sony cans 
3500 N. Koster, second floor 33 years 
Bowe N. Koster 33 years 


Harold Graves was president and a member of the board 
Of directors of Sawyers, Inc. from about 1931 to 1957 and was 
the chairman of the board of directors from 1957 to 1959 (Tr. 57). 


Economic Useful Life Used by 
Petitioners, and Redetermination 


Thereof by Commissioner 


For Federal income tax purposes commencing September 1, 
#959, Petitioners used an economic useful life of 25 years for 
the Chicago Buildings, and 5 years for the heating, lighting and 
Dlumbing components. Revenue Agents examined the 1959, 1960 and 
1961 Federal income tax returns of Harold and Beulah Graves. 
Based on these examinations, refunds were granted the Graves, 
and no reductions in depreciation on the Chicago Buildings were 
Proposed (R. 37, Stip. para 13, 14). The 1962 and 1963 income 


tax returns of Harold and Beulah Graves were examined by a 


third Revenue agent who also examined the 1961 return. As a 
Pesult of such examination, statutory notices were issued 
determining a 45 year useful life for the Chicago Buildings 

and a 25 year useful life for the heating, plumbing and electrical 


components. 


Expert Testimony at 
Bax Court Hearing 


Mr. H. O. Walther testified as Petitioners' expert witness 
On economic useful life. Mr. Walther is a real estate appraiser 
and consultant, and has a bachelor degree from the University of 
Wisconsin with a major in finance, and a master's degree from 
Northwestern University with land economics as a major. He has 
been in the real estate financing, appraising and consulting 
business since 1923. The last 40 years of his experience has 
been in the Chicago, Illinois area. He is active in appraisal 
organizations like the American Institute of Real Estate 
Appraisers, the Society of Real Estate Appraisers, and has been 
national president of each of these organizations. (Tr. 34 - 35). 

| Mr. Lawrence N. Kenney testified as the Commissioner's 

expert witness on useful life. Mr. Kenney is an evaluation 
engineer with the Internal Revenue Service and served as a 
Consultant in the Revenue Service in the Chicago area in matters 
pertaining to engineering issues. He had no economic background 
in regard to real property. All of his background was engineer- 
mie. (Tr. 67 - 69). 

Mr. Walther and Mr. Kenney agreed on the following: The 


Chicago Buildings are sound, concrete construction in good 


mumeercon (Tr. 76, 86). The location of the buildings for 
G@ommercial and light industrial purposes is excellent from the 
Miewpoint of accessibility (both public transportation and 
freeway), availability of labor force, and zoning protection 
er. 80 - 81, 85 - 86). 

The following definition of economic useful life 
Memsctituted the basis for the conclusions of Petitioners’ 
expert witness, Mr. Walther: 

How long it takes before the return on the land 

pilus “the “Oullding would We mMemmore than the 

mecurn en the Land alone. 
fhe definition attributed to Mr. Walther in the Tax Court's 
Opinion (R. 65) is the garbled statement appearing at the bottom 
of Tr. 86. The definition as phrased above reflects the re- 
iterated statement at Tr. 87. Based on this definition, Walther 
included that the economic useful life from September 1, 1959 
Was 25 years for the Chicago Buildings and 8 years for the 
components. 

In order to determine economic useful life under the 
above definition, Mr. Walther stated that a knowledge of market 
reaction, demand and supply and the adequacy of the present 
Building and surroundings and what it jee to handle the demand 
and supply. (Tr. 87). Under Mr. Walther's approach, the economic 
aspects of the Chicago Buildings rather than the physical aspects 
Were dominant (Tr. 86). According to Mr. Walther, useful life 


in the strict sense had little to do with his determination 


Or. 87). By useful life in the strict sense, Mr. Walther 
meant a use not involving the necessities for a monetary 
return (Tr. 87 - 88). 

Quoted below is a key portion of Mr. Walther's testimony 
umeaneresponse to the Court's inquiry concerning Mr. Walther™s 
tatement that the Chicago Buildings had "a great deal of 
bsolescence" (Tr. 46): 


iva WITNESS: First of all, it is a two-story 
building without an elevator. Therefore, there 

are only certain types of users who can use this 
building. It has no sprinkler system in it, it 

meas Loading docks which are not the level of 

the trucks and it has low ceiling heights, it has le 
feet at maximum and if you built a warehouse building 
moday, a one story, the minimum seems to be Yfourceen 
and sixteen and they are going as high as thrity 
because they have no lift trucks which can lift 
Material up much higher. It is because of this 
built-in obsolescence that that building has a 
remaining useful life shorter than, for example, 

a one-story building with a 16-foot ceiling. And 

as the labor costs go up, they become more and 

more obsolescent because the labor of moving goods 
vertically as against moving goods horizontally 


: mecomes high and, therefore, the obsolescence in 
this building makes a shorter remaining useful economic 
dite." 


Because of the built-in obsolescence, Mr. Walther emphatically 
disagreed with the Commissioner's witness that the Chicago 
Buildings were the highest and best use of the particular land. 
Mr. Walther defined highest and best use as that use which over 
the. forseeable future will yield the greatest net return (Tr. 86). 

Mr. Kenney, the Petitioners' expert witness, concluded 
that the useful life from September 1, 1959 was 38 years for 


the Chicago Buildings and 28 years for the components. Mr. 


Kenney did not specify the definition of useful life upon which 
he based his conclusion. Except for testimony concerning the 
physical condition of the Chicago BuLUGings. bir Kenneys 
testimony referred to buildings generally in the area, not the 
Ghicago Buildings in particular. For example, in response to 
€@ question concerning the general demand for buildings and 
rental space, Mr. Kenney replied that: "Buildings of this type, 
one and two-story structures, are in great demand at all places 
throughout Chicago, particularly in this area ..." (recor. 
81). Similarly, when questioned concerning the present and 
Motential use of the buildings, Mr. Kenney's only reply was 
that the location is excellent (Tr. 81). 

Mr. Kenney testified that. the Chicago Buildings 
represent the highest and best use of the land under his 
Gefinition of highest and best use: "Best use of that land 


Meco have an industrial building on it." (Tr. 83). 


Court Rejected Petitioners' 
Tender of Appraisal 


For reasons not connected with the tax controversy, 
Mr. Walther made an appraisal of the Chicago Property and 
Buildings at November 3, 1964 (Tr. 36, 38). In attempting to 
have this appraisal introduced in evidence, counsel for 
Petitioners informed the Tax Court that the appraisal established 
a fair market value for the Chicago Buildings below Petitioners' 


Dasis for same (Tr. 38). As explained to the Tax Court, it 


is Petitioners' theory that, absent a downward fluctuation in 
property value, establishment of a fair market value below 
depreciated basis constitutes evidence that prior depreciation 
could not have been excessive (Tr. 38, 40) and that the economic 
useful lives determined by Petitioners were reasonable. The 

max Court rejected introduction of the appraisal for such purpose. 
Facts Pertinent to Revenue 

Procedure 62-21 Issue 

Subsection 3.05, Part II, Revenue Procedure 62-21, 
1962-2 Cum. Bull. at 433 precludes the Commissioner from 
disturbing a depreciation deduction when an audit report ". 
contains comments that the depreciation was examined but not 
majusted, or where other specific evaenee indicates that the 
depreciation deduction was examined." 

Set forth on the next page is a xerox copy of the 
rental income and depreciation schedule for the Chicago Buildings 
which was attached to the 1960 income tax return of Harold and 
Beulah Graves (and the other Petitioners). An identical schedule 
Was attached to the 1961 returns. As shown on the schedule, 
Harold and Beulah Graves' share of the Chicago Building loss 
after depreciation totaled $2,499.98 ($1,249.99 each). In the 
1960 income tax return of Harold and Beulah Graves, the $2,499.98 
Chicago Building loss was added to a $237.10 property inspection 
expense, and the $2,737.08 total was carried over to the printed 
part of the return entitled "Income from Rents and Royalties." 

In the Graves' 1961 return, the $2,499.98 Chicago Building loss was 
carried directly to the printed part of the return entitled "Rent 


and Royalty." 


Depreciation Schedule 


Date | 
Acquired Cost 
ling 9-21-59 $284, 648 
, plibg. " b llealysye) 
ing “ 91,651 
molbe. a Bo 0S 
ddition ss 65,566 


Potal rent received 
Less - depreciation 


Yet loss 


WMocation of net loss: 
Harold J. Graves 
Beulah F. Graves 
Vernon Keith Graves 
Robert Graves 
Rex Graves 


motal 


34 
§e0 
.82 
.66 
89 


WO IOS 


$550,434.29 


Prior 


Deprn. 


$3,793, 30 
3,410.63 
1222.00 
2,634.00 


874.23 


pS) MOO: 


———————————— 


S13 2g 


Rental Income Schedule - Chicago Buildings, 1960 


Remaining 


Cost 


$280,853. 
47,748. 
90,429. 


36,874, 66 


64,692 


.66 


‘16, 706 


Say ec0o. LZ 


36.957, 
S059 fs 
11.43% 
11.437 


3.34% 


100.00% 


08 


Lige 


Rem. 


252 Gye 
5) 4 2/3 


25 24 
=) 4 
25 26 
5) 4 


2/3 
2/3 
273 
2/3 


$36,000.00 
39, 387.51 


$ (3, 387.51) 


$ (1,249. 
(1,249. 
(eT. 


(387 


$ (3, 387. 


99) 
o2) 
19) 


.19) 
(aay 


15) 


51) 


Depaae 


“Ths eee 


$11, 305. 
KO 2 oe 
3, CoGe 
1,302 
25 022% 


Sloe 


Revenue Agent P. M. Andrews issued an audit report 
Bred June 18, 1962 (Exhibit 5-A) covering 1959 and 1960 (also 
the loss carryback year 1957) which report was forwarded to 
farold and Beulah Graves under letter dated July 5, 1962 (R. 37, 
iP para 14). Revenue Agent Conrad S. Miller issued an audit 
report (Exhibit 7-G) covering 1961 (also the loss carryback 
zg 1958) which report was forwarded to the Graves under letter 
prec May 24, 1963 (R. 37, Stip. para 15). The covering letters 
fineluded as part of Exhibits 5-E and 7-G) state that the 
mclosed audit reports reflect examinations of the Graves' returns 
for the specified years. 
. The audit reports (Exhibits 5-E and 7-G) contain summary 
schedules for each year showing the items examined and the action 
yaken as a result thereof. Set forth on the next page is a xerox 
yopy extract from the 1960 summary schedule (top half of page) 
md a xerox copy extract from the 1961 summary schedule (bottom 
lalf of page). The $2,737.08 loss on the 1960 summary schedule 
pposite "Rents and royalties" is the $2,499.98 Graves' loss taken 
‘rom the rental income and depreciation schedule for the Chicago 
suildings (copy on page 12) attached to the Graves' 1960 return 
lus a $237.10 property inspection expense. The $2,499.98 on the 
1961 summary schedule (bottom half of next page) opposite "Rents 
ind royalties" is the Graves' loss taken from the rental income 
ind depreciation schedule for the Chicago Buildings attached to 


she Graves' 1961 return. 
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Petitioners! dGBiimiticn co 


misconception of law (FR. 65.= 


meena completely ignores the testimony of Petitioners! 
Mee cewecness supporting a 25 year useful life for the 
Micago Buildings and an 8 year useful life for the 
Mimoonents. Adopting the conclusions of the Commissioner's 
mpert witness, the Tax Court held that the Chicago Buildings 
lad a useful life of 38 years and the components hed a 
Iseful life of 28 years. 

The Tax Court denied that Petitioners hadwo oma 
Meeimcelves Within Subsection 3.05 Part Zi of Revenue 
Procedure 62-21 (R. 63) because (according to the Tax Court) 


Aeither the audit report covering 1959 and 1960 nor the 


» 


meeie report covering 1961 contains the sligntest comment 
Br any other "specific evidence" that the depreciation 
Beductions on the Chicago Property as shown on the returns 


of Herold and Beulah Graves were examined (R. 62). 


SPL CRMC eros OF aaa t Onan 
Petitioners contend the Tax Court of the Untes® 
Meeesce erred as follows: 
i. in failing to properly apply <¢he doctrine of 
Massey Motors vs. United States that economic 
useful life @s Measured by sents) 
taxpayer's particular business omer 
full abstract economic life of tre essen 
any business, or Dy reterence to Simi las. 


or class of assets. As a result of Sucn 


failure, the Tax Court rejecveqs: ia taeG ase 


l= 


definition of economic useful life end eu = 
garded the testimony of Petitioners' expert 
witness ovased thereon. 

2. In accepting the testimony of the Commissioner's 
expert witness as the basis for tne oes 
findings concerning economic useful live. 

3. In falling to admit evidence establishing a 
fair market value for the Caicaco su cise 
below their depreciated basis on a date subse- 
@uent to tne years ean ss cee 

mm in failing to hold that subsectren 3.05.,00-.— 
It of Revenue Procedure 62-21 precludes the 
Commissioner from making the depreciation 


adjustments for the subject years. 


SUMMARY OF ARGUMENT 


The Tax Court completely disregarded the testimony 
meeeolcioners' expert witness concerning the economic useful 
dves of the Chicago Buildings because it was based on what 
Memerex COurt considered an erroneous definition of economic 
Beeful life. Petitioners believed the doctrine of Massey 


fotors vs. United States, 364 U.S. 92 (1960) required that 


he general definition of economic useful life should be 
Mmerlored to the leasing business in which Petitioners employed 
Mewchicago Buildings and such tailored definition be used as 
@eemoeicis Lor “he testimony of their expert witness. 
meplication of tne basic deprectation concep uae 

Meise OvOrs to fit Petitioners' business produced the 
Boerowims restatement of the basic definition: How long can 
SeouLiding leased for a monetary return be expected to 
MuicclOm Proritably in the leasing business? A building 
Beeses to function profitably in the leasing business when 
memecentributes nothing to the lessor's return so Petitioners 
Mareeeyea the following definition of economic useful life as 
Meeeercm Or the testimony of their expert witness: 

How long it takes before the return on the 220 

plus the bullding would bemmceicrene imac se 

meturn on the land alone. 

Betermination of economic useful lifevunder Pertueag. = 
ers' definition requires a knowledge of market reaction, demand 
Mew owpoly, and hignest and be.t use of the Vand. The testi- 
mency of Petitioners' expert witness emphasized these economic 


Mactvors. Evidently, emphasis on the economic factors accounts 


eee one Tax Court's rejection of Petitioners! definition 
me cestimony based thereon. 


The Tax Court saw no difference pvetween criteria 


4 


Ployec by a taxvayer in his own nanteeenitae ana 
BeocriOucing business on the one hand, and determinins 
peonomic useful life of buildings held for mon He lamy Set men 
Beuemeleasins, om the other nana. 

Petitioners believe the situations are quite 
lifferent. In the case of emis. economic userul age 
Meoeticdings used in the taxoayer's own manufacturing awed 
bucing business, physical features have an adverse 
eapect Only to the extent they affect the Darticulaieeuse. 

Bt contrast, when buildings are held for monetary return 
Bneoushn ieasing to others, physical defects decrease tre 
member Of potential lessees thereby shortening the period of 
Pec] DUildings can be expected to funcuionsprarmeee 
Memo memteasing business. 

Bee@ivioners' expemt witness, Mr. Wel@We=, tesem@ried 
pneu the Chicago Buildings did not represent the highest and 
BeSt use or the land because of built in obsolescence Cue 
Bo their two-story structure and low ceilings. These 
Bcetures evidently did not adversely arfect Sawyers, Ine. 
meemeeee lease with Sawyers, Inc. will expirewfugust 32 
Semeemercaiver the ability of the buildings to funeticon 


erOzivably in Petitioners' leasing business will feel the 


meoact of the obsolescence factors. 


mene wsed in determining economic useful life for a bul] Gang 


S 
~Y 


If Petitioners are correct in their assertion thee 


- 


monomic considerations are paramount in determining tne 
Meemoetc useful life of buildings held for monetary réturn 
mon JG6asing, tne testimony of the Commissioner's expert 
meness Should be accorded little weignt. ATI Orermes 
MecectOn anc background was engineering, witn no economi 
Mereeourd. The most vertinent portions of Mr. Kenney'’s 
memmony were directed to industrial buildings in general, 


@eewea In the particular Chicago erea. This is contrary 


Gin 


FO the mandate of Massey Motors which expressly states tha 
Semeereo- ONC USerul life is based upon the particuler e3ece 
Meprecyea in the particular business, not on the basis of 
Meeeoeor classes of assets. 

ihe Tax Court erred in failing to edmit am anomaase 
evort made by Mr. Walther which shows a November 3, 1964 
Bear merxet value for the Chicago Buildings below Petitioners‘ 
Meer ecrercd basis for same. Fribourg Navigation Co., Inc. 
Ws. Commissioner, 383 U.S. 272 (1966) recognizes that the 
escablisoment of a fair market value above depreciated basis 
mey De some evidence of a miscalculated economic useful life, 
merticularily where there is no appreciation in value to 
| 
Mecoune for same. The reverse should be equally true, - 
establishment of a fair market value below cevreciated basis 
mrould be some evidence that the original estimate of economic 
Meath. jife wes not miscalculated. 

Two revenue agents reviewed tne tax returns ofr 

Prold ard Beulah Graves and issued audit revorts without 
Bae 


Mmemooane any cepreciation adjW@stments for the Chiceso Fuilldagage: 


oy 


Meereturns contained a depréciation scheculé clearly setting 


Mumemmeore 25 year lives for the buildings and tne 5 year 


ives for the components. Revenue Procedure 62-21, 
Mosection 3.05, Part II precludes depreciation adjustments 
Mere prior audit reports contain evidence that the 
Meemeeciation ceductions were examined. The facts set Tortn 
Mepaces 11-14 above show that the depreciation, deductions 
fewre Examined thereby invoking the prohibition of Revenue 


Procedure 62-21. 


FIRST SPECIFICATION OF ERROR 


The Tax Court erred in failing to properly apply 
the doctrine of Massey Motors vs. United States that economic 
useful life ts measured by use in the taxpayer's particular 
business, not by the full abstract economte itfe of the asset 
tn any business, or by reference to similar types or class of 
assets. As @a@ result of such fatlure, the Tax Court rejected 
Plaintiff's definition of economic useful life and disregarded 


the testimony of Petitioners' expert witness based thereon. 


ARGUMENT 


If economic useful life of a building were determined 
on the basis of types or classes, or upon full abstract economic 
life, it would make no difference whether a building were used 
in the taxpayer's own manufacturing and distributing business, 
or whether the buildings were held for monetary return through 
leasing. However, as made clear in the following quotations 
from Massey Motors vs. United States, 364 U.S. 92 (1960), 
determination of economic useful life is an individualized 


Matter (364 U.S. at 97 ana 98): 


". . . the wear and tear to the property must 
arise from its use in the business of the 
taxpayer--i.e., useful life is measured by the 
use in a taxpayer's business, not by the full 
abstract economic life of the asset in any 
business. .." 


"., . « the use and employment of the property 


tn the bustness relates to the trade or 
business of the taxpayer--not, as is 
contended to the type or class of assets 
subject to depreciation: .." 


Under the doctrine of Massey Motors, a generalized 
definition of economic useful life must be tailored to the 
particular business before it can furnish guidance for expert 
testimony. The tailoring, of course, must be premised on a 
sound basic concept. Petitioners utilized as their vremise the 
Basic concept reiterated in the following extract from Massey 
Motors vs. United States, 364 U. S. at 96: 


", . .It was the design of the Congress to 
permit the taxpayer to recover, tax free, the 
total cost to him of such capital assets; hence 
it recognized that this decrease in value-- 
depreciation--was a legitimate tax deduction as 
business expense. It was the purpose of Ses 
(2) and the regulations to make a meaningful 
eitecation of this cost tovtme tax periods 
benefited by the use of the asset. In practical 
life, however, business concerns do not usually 
know how long an asset will be of profitable 

use to them or how long it may be utilized until 
no longer capable of functioning. But, for the 
Mest part, such assets are used for thelrvemeumre 
economic life, and the depreciation base in 

such cases has long been recognized as the 
number of years the asset ts expected to function 
profitably in use. . .” (emphasis added) 


Petitioners employed the Chicago Buildings in the trade 
Or business of leasing. The objective of leasing is production 
of a monetary return. Application of the basic depreciation 
Boncept to fit the particular business produces the following 


restatement of the above emphasized quotation from Massey Motors: 


Bow long can a building leased for monetary return be expected 
to function profitably in the leasing business? A building 


Beases to function profitably in the leasing business when the 


building contributes nothing to the lessor's return. 


Seeercrne contributes nothing to the lessor’s revure whem che 


Meee On the land plus the building is no more than the reture 


Muerte sand alone. The foregoing reasoning led Petdticners to 

Bone following individualized definition of economic useful Life 

Meon which Petitioners' expert witness based his testimony: 

How long it takes before the return on the 

Wand plus the building would be no mores, 22 

mie return on the lana™@alone. 

Petitioners' definition is more restrict. ve cae 

Meer ee Dy the Law. A building might return a small emount over 
Meemeoove Chat which could be obtained from the lard afone, bu 

Bhe buiiding nevertheless outlived its usefulness if 4 sudstantially 
Breater return could be obtained from a new building after making 


mmonpence for the additional rent required to recapture the cost 


Or tre new construction. Such would be the case wnere the 


Mecav.on outgrows the building. In Heart of Atlanta Motel, Inc: 
ewmmoocea States, 63-1 USTC par. 9402 (N.D. Ga.) the court 


Meeeeeered the jury as follows concerning economic userul lite: 


Of 2 particular time Which you cetc me jenn 

land will have such greater value for other purposes 

@s to make it advantageous to the Owness togre to 

the present improvements, then you would be jusvi- 
fied in finding that the useful economic life 

werminates at that point. + 2 2. 2 22 you cae 

clude that it is reasonable to voredict tnat 

Pethin a certain veriod of Time itra2 ieee 

economically or commerically expedient fom these 
properties to be replaced With impreverents ene 

in keeping with the value of tme lands then yor 

woulda be justified an seleceraeare 2 o- 1ccra 

@ useful economic life." Tad. at 689073-88 074 


: ie. . if you should conelUdew ther au teem ao 
| 


meee Such instructions, improvement in the location will snomgern, 


Mere? then lengthen the economic useful life. A more accurate 


Mumemicion of economic useful life for leased property might well 
be: The number of years until the lessor's financial self interest 
will Gesewate replacing the building. 

In an effort to avoid controversy, Plaintitfs adesrved 
Muerestrictive definition above mentioned. It seéms irrefutable 
meena DUilding held by an investor for a monetary return throwen 
Jeasing will have ceased to function profitably in use when the 
Beturn on the land plus the building is no more than the return 
On the land alone. Yet, the Tax Court calls this definition 
eraue* (R. 65), and far afield from recognized concepts (R. 66). 

: No authority is cited by the Tax Court for its asservunonce 
mener than Massey Motors, Inc. vs. Commissioner, supra, and United 
Mites vs. Ludey 274 U. S. 295 (1927), a case cited in Massey. “As 
iiscussed above, Massey Motors is the very case which Petitioners 
fOllowed in deriving their definition.+ Perhaps, the key to Cle 
max Court's reaction is contained in the observation that Plaintiff's 
meit.on “seems to involve such things as 'market reaction", 
Precapture rates' and the ‘highest and best use of a parcel of 
mena.’ (R. 65) Evidently the Tax Court feels any definition of 
mconomic useful life which takes such factors into consideration 
Msg be wrong. Petitioners, on the other hand, believe that 


economic factors such as these are paramount in the case of property 


2 United States vs. 8 & A Company, 338 F. 2d 629 at 
634 Pe Cal 1964) the court observes that Massey Motors refines 
the each of United States vs. Ludey. It me the réfinenen] 
Mnich Plaintiffs have endeavored to capture in their definition 
of economic useful life for property held for monetary return from 
easing. 


| 


held for monetary return through leasing. 
. Importance of economic factors is not a peculiarity of 
Te definition, but applies equally if the basic concept 
pf Massey Motors is rephrased as follows to reflect the peared cular 
Msiness involved: 

How long can a building leased for monetary 

return be expected to function profitably 

in the leasing business? 
whether a building represents the "highest and best use of the 
and" has a material bearing upon how long the building Wig 
unction profitably. Certainly, a building censtitutinesea] 
highest and best use of the land can be expected to function 
profitably longer than a building having built in obsolescence 
Mm did the Chicago Buildings. 
Petitioners' expert witness, H. 0. Walther, testified 
shat the Chicago Buildings had considerable built in obsolescence 
jue to their two story structure and the low celling heights 
‘testimony Quoted at page 9 above). The two story type building 
yecause of the vertical nature of doing business, is not@inwe.— 
same demand as one story property (Tr. 87). As labor costs go up, 
wo story low ceiling building become more and more obsolescent 
vecause the labor of moving goods vertically as against moving 
s00ds horizontally becomes high thereby shortening the economic 
Beful life (Tr. 46). Similarly, the size of the bays in the 
mhicago Buildings reduced the demand over what it would be if 
ihe bays were larger (Tr. 88). 

As Mr. Walther testified, determination of economic 


me1ul life under Petitioners' definition requires a knowledge 


Of market reaction, demand and supply and the adequacy of the 
resent building and surroundings and what it takes to handle 
Pe Gemand and supply (Tr. 87). This is equally true if the 
above rephrased basic concept of Massey Motors is used instead of 

mecrzoners' definition. How long a building leased for monetary 
Meprr can be expected to function profitably in the leasing 
Mesiness certainly is affected by market reaction, demand and 
supply, not only that resulting from physical characterioci@e. 
out also that resulting from outside factors such as availability 
of other buildings and general market conditions in the leasing 
field. 
, A different situation is presented when determining 
economic useful life for a building used by the taxpayer in his 
own Manufacturing and distributing business. The economic 
Benefit which such a taxpayer derives from the use of his own 
building is not dependent upon supply and demand for the building. 
He has satisfied the demand through his own use. Physical features 
have an adverse effect only to the extent they affect him in his 
Particular use and reduce the probable time he can profitably use 
the memicane. If two stories and low ceilings did mot eifectuuce 
Bt the Chicago Building by Sawyers, Inc. such physical character- 
Bstics had no impact upon economic useful life to Sawyers. The 
Bituation was changed when Petitioners took over the Chicago 
Buildings for use in the business of leasing. 

Upon acquisition of the Chicago Buildings on September 

1, 1959, Petitioners leased the buildings back to Sawyers, Inc: 


However, Sawyers, Inc. is not obligated under the leasesbeyone 


1 


Mieust 31, 1969. Petitioners would have been willing to exrema 


the lease for a longer period, but Sawyers, Inc. declined to accept 
che Seeeeation (Tr. 56). Rather, Sawyers, Inc. paid Petitioners 
$15 ,000 for an option to renew the lease for a five year term 
from September 1, 1969 through August 31, 1974 (R. 36, Stip. 

Mera 11). If Sawyers, Inc. knew it wanted the Chicago Buildings 
Ghrough August 31, 1974, it would nave executed a firm lease as 
Besired by Petitioners, rather than pay $15,000 for an option. 

mt the time of the Tax Court hearing on June 30, 1966, Harold 
Graves had no assurance or expectation tnat the option would be 
exercised (Tr. 56). August 31, 1969 termination ci ehewieeee 

Ss 15 years short of the 25 year economic useful life assigned 
Memther chicago Buildings by Petitioners. After August 31, 1969, 
the monetary return receivable by Petitioners will be subject to 
the economic factors considered by Mr. Walther in giving his 


Spinion. 


SECOND SPECIBICATION OF BREOR 


The Tax Court erred tn accepting the testimony of 
the Commisstoner's expert witness as the basis for the 


Court's findings concerning economte useful litfe. 
ARGUMENT 


If Petitioners are correct in their assertion that 
Bconomic, not physical, considerations are paramount in 
Getermining economic useful life of building held for monetarw, 
return from leasing, the testimony of Commissioner's expert 
witness should be accorded little weight. All of his education 
and background was engineering, with no economic background in 
regard to real property (Tr. 67 - 69). This is not to Gisparage 
Mr. Kenney. There may be depreciation cases where physical 
useful life is the dominant consideration. In such cases, ee 
Kenney can offer valuable testimony. Here, there is no issue 
Memcernins physical useful life. Likewise there is no 
controversy concerning the physical characteristics of the build- 
ings. Rather, the question is the economic impact that the 
physical characteristics have upon the length of time the @niwe ss. 
Siiidinegs will function profitably in generating a return to 
Petitioners as lessors. What qualifications does Mr. Kenney have 
for such a determination? 

Actually Mr. Kenney recognized his limitations by e2vaae 
general answers to the three questions asked him involving economic 
Aspects. In answer to the question concerning his opinion as to 


the general demand for buildings and rental space as a factoreun 


Mecermining useful life of Chicago Buildings, Mr. Kenney stated 
(rr. Gam): 
/ Buildings of this type, one and two story 
structures, are in great demand at all places 

emroughout Chicago, particularly in thiswacea. 

service and set up for light manufacturi@ag accrmese ee 
AS stated in Massey Motors, supra, economic useful life is not 
meocrmined by reference to type or classes of assets. It is the 
Semen ecilar asset with its particular characteristics which 
Bontrols. 

ne most pertinent question asked Mr. Kenaey aoe ee 
Betimton a5 to the present and potential use of the buildings as 
Seecceror in determining useful lives of the buildings and theix 
components. Mr. Kenney enswered as follows (Tr. 81): 

"The present location is an excellent position. 

My opinion is there is-none other in Chicago 

that can rate with it. It is centrai is [sic] 

Pepulation, it has possibilities and jerea: 

Bessibilicties for utilization as Of ttcemoo cee 

marenouse space, light manufacturing | parry. uta, 

electronics and other assembly operations.’ 
Here again Mr. Kenney's testimony coneeane a buildings in gememaus 
Memerec Oniy to a particular area of Chicago. 

Mr. Kenney testified that the highest and best use of 
the Chicago property was for industrial buildings (Tr. 83). 
mnerefore. concluded Mr. Kenney, the Chicago Buildings repre- 
Bented the highest and best use of the land because tney were 
Meeemevrial buildings. Petitioners’ expert witmess coes nor 


Buarrel with the proposition that industrial buiidings represent 


Bae highest and best use of the land. The question, however, 


Bewnecther these particular buildings represent the nHignest 


Beemoest use. Mr. Kenney's generalized reasoning that tne 


miicagzo Buildings were the highest and best use of the lana 
meeccause they were industrial buildings, and the narticular 
wocation was zoned for industrial, represents the generalized 


Mmeoroach to economic useful life condemned in Massey Motors. 


THIRD SPECITRICATION OF ERROR 


The Tax Court erred in fatling to admit evidence 
establishing a fatr market value for the Chicago Butldings 
below thetr deprectated basis on a date subsequent to the 


years at tssue. 
ARGUMENT 


in Fribourg Navigation Co., Inc. vs. Commscieg. 
Bes U.S. 272 at 277 (1966) the Supreme Court held that sale 
mB. an asset for an amount greater than its depreciated basis 
Bid not in and of itself prove the taxpayer had miscaiculated 
economic useful life of the asset, particularly where the 
increased price was due to an unexpected, short-lived but 
Spectacular appreciation in value resulting from a change in 
the world market. The Supreme Court recognized, however, 
mao such a sale establishing fair market value may constituve 


some evidence of an erroneously determined economic useful 


If establishment of a fair market value above 
“depreciated basis is evidence of a miscalculated economic 
useful life, then establishment of a fair market value below 
Gepreciated value should constitute evidence supporting OE 
Bricginal determination of economic useful life. At the Tax 


es hearing, Petitioners attempted to introduce an 


Seeretsai made by Mr. Walther"#hich shewed a November 3, 


9964 fair merket value for the Chicago Buildings below 
Petitioners' depreciated basis for same. Counsel for 


Pecitioners explained to the Tax Court that the evidence 


Would negate any reduction in fair market value from September 
Mes tO the date of the eppraisal. With reduction in fale 


Mere. Value eliminated as an explanation, Petitioners could 


aépreciated basis below fair market value rather than vice 


Seeoeee Nevertheless, the Tax Court rejected introduction of 


the appraisal. 
assey Motors vs. United States, 364 U.S. at 101 

eontains the following statement: 

"...Furthermore, as we have said, Congress 

intended by the cepreciation allowance not 

to make the taxpayers @ Drolig eae eo wae 

merely to protect them from a loss." (emphasis added) 
Bince Petitioners are entitled to protection against loss 
eeomeaecae depreciation allowance, they should de cermnivied 
mememmovereceipt of less than the intended protection as 2 


scefense to the Commissioner's assertions of excessive 


GCepreciation. The appraisal will make such a showing. 


FOURTH SPECTHWEGATION OF SERnOg 


The Tax Court erred in fatling to nold that Bumeec,  -s 
mo5, part II of Revenue Procedure 62-21 precludes the 
Bemesstoner from making the deprectatton adjustments for tre 
ubjeet years. 

ARGUMENT 


The purpose and aporoach of Revenue Procedure 62-21 


MempeeouiizZed in the second paragraph of Section 1, para a2 


Maotea below (1962-2 Cum. Bull. at 429): 
i The determination of the useful economic it 
of an asset is a matter of judgmeénc e@7d ecrs , 
For this reason, it is the polie cag 
Internal Revenue Service generally not to dis 
Ggepreciation deductions. Theretore 328. 9. 4 
in the depreciation deduction snoul@ wore 
proposed unless there is a clear and convincing 
basis for a cnange. The procedures sev tora: 
herein are to be followed in determining wnhevuner 
there is a clear and convincing Dasis fore 
change. These procedures are cesigned To 
provide taxpayers with a greater degree of 
eertainty in determining the anouncvwolsc... - 
depreciation deductions and to provide greaver 
uniformity in the audit of these Geamet ome | 
the Internal Revenue Service."(Empnasis accec 


Since the professed objective of Revenue Procedure 62-21 is 
Bo provide taxpayers with greater certainty, and to provice 
Peeeere Uniformity upon audit, it was natural that the 
Meeceavre should expressly cover the assertion of deprecia— 
f20n adjustments where there has been a prior audit. 
Mecord:ngly, Subsection 3.05, part II, 1962-2 Cum. Bull. at 
433 supplemented by the answer to question 49, 1962-2 Cun. 
Mme et, 177 vreciuces the Commissioner from aaj usting 
Bepreciation where an audit report contains comments 


Beat the depreciation deduction has been examined Dut not 


Meescved, or where other specific evidence indicates tmat the 
l@epreciation deduction was examined. The two audit reports 


Bovering returns of Harold and Beulah Graves are identified 


mn the first paragraph on page 13 above. The Tax Court held 


Meat neither of these audit reports contains the slightest 


The pertinent facts concerning the Revenue Procecure 
Be-21 issue are set forth on pages 11 through 14 above. Page 
my is a Xerox copy of the summary schedules contained in the 
myo audit reports. The figures opposite item 5 entitled 
BRents and Royalties" on each schedule were taken from the 
mental income and depreciation schedules for the Chicago 
Meatcings (copy on page 12 above). These figures could nov 
ave been placed. on the audit report summary sheets unless 

the Memeal income and depreciation schedules for the Chic2gs 
Buildings nad been examined. This rental income and 
Oia schedule (page 12 above) clearty specu eam) 
Meer lives for the buildings and 5 year lives for the 
ets. The words "No Change" written on each of the 
7 report summary schedules (page 14) is a comment that 

g adjustments were made in the items reflected thereon. 

fone of the items to which the “No Change" comment applies is 
‘the Me-> figure taken from the rental income and tne 
Mepreciation schedule for the Chicago Buildings which scnecuie 
Biearly sets forth the cepreciation deduction and the economic 


mseful lives employed in deriving same. 


A narrow interpretation should not be given “exvarimed” 
me Revenue Procedure 62-21 is to accomplish its avowed purocse 
O: providing taxpayers with greater certainty. Two different 
Meeovs reviewed the returns of Harold and Beulah Graves without 


mroposing changes in depreciation. It seems most strange to 
Bell the Graves that the depreclation deductions were not 
examined. 

The returns of Harold and Beulah Graves naving been 
Nexamined", Revenue Procedure 62-21 precludes alteration of 
MeesUsetul lives utilized by the Petitioners. Thus, regardless 
Beewaose expert witness is to be believed or tne import of 


micas testimony, the depreciation deduction taken by the 


Petitioners cannot be disturbed. 


CONCLUSION 
Hor the reasons set forth above, this Courps- joo 
Mmeeeece one decision of the Tax Court and allow Petitioners 
an annual depreciation deduction for the fiscal years here 
-in Meee computed on the basis of a 25 year useful live 
‘Sor the Metcago Buildings and a 5 year useful Ture sic ee 


Pomponents of the Chicago Buildings. 


Respectiully susmeuvecs 
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12th Floor, Stenderd Plame 
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i certify that, in connection with the pe e@2a 7.5 


=> 


if this brief, I have examined Rules 18 and 19 of The United 
meee OUrt of Appeals for the Ninth Circuit, and thar, 2m 
Meeeeeto:, the foregoing brier is in full compliance aca 
pose rules. 
Zé a Vipe- 
2” hs Jit 
——~Wililiam —. Kinsey a 
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APPENDIX "A" 


Menibit No. Identified Ofrered Received 


Btipulation and 
Meeeorecent's Exhibits 


Nos. 1-A through 24-X 33 23 23 
Merwewoner’'s Exhibit No. 25 55 36 - 
Meeeetoner'’s Exhibits Nos. 

26 and 27 Lg 50 50 
Petitioner's Exhibit No. 28 a2 Se De 
Meporcent's Exhibiv Y qe 74 72 
Respondent's Exhibit 2 Fos 74 h 


Respondent's Exhibit AA Ti i fey 


CERTIN EGR ee, OF SERVICE 


1, WELLIAM H. KINSEY, attorney for Apoelvancs, “e2 ay 
Pertify that I served by mail three true and correct copies of 
Ene Appellants' Brief on counsel for the Commissioner of 
Bapernal Revenue on the 7th day of October, 1967. iI further 
Percity that the copies were placed in a sealed envelope 
eddressed to Mitchell Rogovin, Assistant Attorney General, 
Hepertment of Justice, Washington, D.C. 20530; said sealed 
envelope was then deposited in the United States Post Orfice 
ae Portiand, Oregon on the day last mentioned with the postege 


thereon fully paid. 
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Wiliiam HH. Maweey 

Of Attorneys for Anvellants 
1200 Standard Plaza 
Portland, Oregon 97204 


